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| PREPARATION OF FINANCIAL STATEMENTS 


Text.No. 9 
1. PREPARING STATEMENT FROM WORK SHEET 


“he preparation of the final statements from thw wor’: sheet given in Text 
No. 8 will involve the rearrangement and classification of the data extended 
in the last two pairs of columns. The balance sheet is based upon the real 
elements and the profit and loss statement upon the nominal elements. 


2. [YE CLASSIFIED BALANCE SHEET 


The balance sheets considered in Text No, 5 provided a classification of real 
elements under the main headings: Assets, Liabilities, and Capital. While 
such classification may be sufficient when there are only a few items, it is 
inadequate when the items are numerous. It then becomes necessary to group 
similar types of assets and liabilities under separate headings in-order. that 
the financial condition may be clearly and concisely shown. . The necessity of 
subdividing the assets and liabilities in this manner will become more apparent 
after we have outlined the relationships existing among the various groups and 
the significance of these relationships from an analytical point of view. 


Below is a classification of accounts which may be recarded as somewhat stand-— 
ard for balance sheet purposes, although it is by no means universally followed: 


ASSETS . _ sn LIA BILITIES AND CAPITAL 
Current Assets So oe Current Liabilities 
. Deferred Charges ’ Deferred Credits 
« Plant & Equipment (Fixed) Long-Term Debt (Fixed) 
- Other Assets Net Worth (Capital & Surplus) 


While a more detailed and extensive classification may be desirable, it is 
believed that the sugeested grouping is sufficient for general purposes and 
should be ,followed whenever practicable, especiabhly in the solution of problems 
where speed and accuracy are of varamount importance? 


Although a general or typical tyne of balance sheet will be studied in ‘this 
text, it is well for the student to become familiar with the REA balance 
sheet general classification of accounts given belowsz ae 


ASSETS LIABILITIES AND NET VORTH 
Cash and Current Investments Current and Accrued Liani ities 
Current and Other Assets Other Beepdlitien qa eae Fe 
Utility Plent ) Net Worth ev.” . 


RECEIVED 
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3. CURRENT ASSETS 
The items comprising this group are cash and other assets which, in the 
regular course of business, will be converted into cash within one year 
or less. Cash, marketable securities, and receivables are often called 
Wquick"assets; inventories are called "working" assets. Examples of 


current assets are? 


Current Assets? 
Cash — 
Investments (temporary) — 

4 Notes Receivable 
Accounts Receivable 
Accrued Income Receivable 
Merchandise Inventory 
Other Current Assets 


Cash, of course, is the most liquid of ell assets since it can be used for 
payment of debts or liabilities in its present form. 

Short-term or temporary investments usually represent securities 

purchased with surplus cash during an off-season period. This excess of 

funds is invested in order to get the benefit of interest or dividend 

returns, When the money invested is again needed in the course of business 
operations, the securities are sold on the market and the proceeds used to meet 
current cash requirements. In valuing temporary investments for balance 

sheet purposes, the rule ist Cost or market, whichever is lower. 

Notes receivable are written evidences of indebtedness. The maker promises 
over his signature to pay a certain sum of money at a specified or determinable 
future time. Notes receivable that mature within approximately one year 

from the balance sheet date are properly included anong the current assets, 
Notes of affiliated companies: however should not be included with custemers! 
notes on the balance sheet. “Inclusion as separate current assets is perniss— 
ible only if the debtor concern is fin nancially sound and can meet the 
pecans ia sitet, 


Accounts’ receivable ehbusbent the azeregate amount of claims against 
customers or other debtors for goods sold or services rendered on credit. 
As these claims are usually due vithin thirty to ninety devs, they are 
alweys listed among the current items on the balance sheet. 


Accrued assets, such as atcrued interest on notes receivable, ordinarily 
will be converted into cash within a short time. Therefore, they forn 
a part of the current items. 


Rapnieadlies inventory represents the value of all stock-in—trade remaining 
unsold at the end of an accounting period. There are several generally 
accepted bases for valuing inventories, the most common being: Cost or Market, 
whichever is lower, 
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re 2) concluding this brief survey of current.» assets, it may be stated 
-  .that the items comprising this group usually appear ‘tipon the balance sheet 
in the order of their liquidity for paynent of current liabilities, begin- 
os with cash end ee ane with the least liquid. 


4. DEFERRED CHIRGES =.=; > Pe ae, 

When en expenditure is made for services to be received or benefits to be 
accrued partly in the current period and v: ertiv in subsequent periods, a 
portion of. the expenditure. is. applicable to. éxpense of the current period 
and the remainder represents.an asset value. called o "deferred charge." 
Unexpired insurance preniums,, prepaid interest, and development and survey 
charges fall under this-caption.. ‘Deferred charges differ from current assets 
in at least two ‘respects%;:'First, they are ultimately converted into expenses—— 
not realized in cash; second, they. have. little realizable cash value as a’ | 
group: hence, the ° Berne tats for. listing them on, the bala ance shect: under a 
Separate: caption. ns patra es 


- 


5. PLANT AND EQUIPMENT: Pes ASSE 7S) 
oo) ~ his classification includesthose. assets which are of a. more.or less 
if permanent nature, intended .to he. used in the operation of a business and 
not expected | to Se converted.into cash in the regular course. of. operations. 
The assets comprising this group, which gen 1erally heave a life of more than 
~ Qne year, consist: of, such property . ast 


a 
wes 


Wolcn anes Plant in Service . 
Machinery end Tools 
Transportation Equipment -. 
“Furniture and Office Equipment 
Structures & Improvements (Buildings) 
Construction in Progress (Additions to plont) 
is ‘Plant Purchased ; 
bend and’ Land Rights 


All af the assets above except lata and land rights are subject to 
.. depreciation | and ‘the. value at which they are shown on the balance sheet 
usually is cost less estimated deprecietion since date of construction or 
acquisition. Material as’ ‘well as labor and overhead costs for construction 
work in. progress. should be reflected on the balence sheet under this heading 
--and not as part. Of, the inventories. 


66 OTHER ASSETS” 


This general caption is provided to include those tangible or intangible 
assets \that do not properly fall within any of the other groupings. These 
include \zoodwill, natents, franchises, trade-marks, etc., Long-term invest 
ments in\bonds, stock, and other securities end property may also be found 
ain this section. ts . . 


Sometimes these items are ‘grouped ationg: ‘the fixe agesene a 
procedure is not incorrect, intangible and permanent. investments sh 
| practicable be shown separately on the balance sheet. odes 


of the net assets acquired. . It has been argued that get ar otee advert 
donations, and other expenditures which result in increased earnings | 
proper charge to goodwill. The better view, however, is that such co 
should be written off immediatély, or when circumstances warrant, trea 
part as deferred charges, and so captioned in the balance sheet. Good 
actually paid for may not be written off, but’ may be carr Lei the b 
as an asset of permanent value. 55 


“acquisition. These are written off by periodic charges to Profit a 
over the period of the actual useful life, the maximum period bein 
the length of patent grants by the government, Lf08 patent is deve 
cost includes laboratory and experimental. costs, legal expense 
fees. It is not considered: conservative accounting to shaw. Sbis- ) 
asset on the balance sheet at its estimated resale value. Ste same 
ples apply in reflecting the value of facilities granted for g peri 
years, Trade-marks, chemical formulae, secret processes, ete: are al 
generally shown at cost, although & sone concerns write them down to $1 
nominal value. Say M 


4 


such as land or ase easements held wes future exploitation; ‘bondels 

purposes; and stocks of affiliated or competing concerns for “purpose. 
come and/or control. While these items are similar to fixed assets 
it is not intended to convert them into cash in the immediate futur 
tent business authorities and reputablo accountants prefer to Liat: 
Other Assets; or if sufficiently imporianb, they may be classified » 
separate heading Investnerts, Long-term investments are ordinarily 
“at cost on the balance sheet, unless a permanent decrease in value 
indicated, in which event they‘are written down to presént value. 
are purchased at a price above par value, the accepted method Oty pia 

is cost less amortization of pretaium to date, , 


{. CURRENT LIABILITIES 


This group consists of various items of indebtedness which becane 
and payable within one year or lessyi for example: os 


es 


inmortance-or maturity, 
of those that are payable later. ° 
‘from cash and/or the proceeds of other current assets. 
generally are incurred in purchnsing merchandise and borrowing money, 
as accrued property taxes, social secuirity 

end maturities of 


10. NET VORTH (CAPITA 
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Notes Payable .; : 
: Accounts Payable 
a wi a Accrued Taxes Payable 
, ye  . Acerved Wages Payable, 
‘ "Accrued Interest geass 
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Current liabilities nay a listed on the Wetted sheet in the order of their 


represent unpaid expenses, such 
and unemployment taxes, interest accrued on borrowed noney, 
interest and principal on long term debdts. 


8. DEFERRED CREDITS 
This heading will include liabilities which arise whenever 
in the current veriod for services to be perforned or goods 
a future period. Def 
ities. 


those that fall due at an early dete being nlaced 
Poynént of current liabilities will be “ade 
Current liabilities 


ane ad 


'@r they 


money is received 


to be delivered in 


erred credits beer a close resemblance to current liabil- 
However, a current liability is discharged by the payment of cash 


whereas a deferred credit is earned by the rendering of services or delivery 


of- goods. 
include collections in advance for 
subs¢riptions, fees, etc., 
credits end such items a 


services to be rendered, 


ria, LONG-TaRM DEBT (FIXED LIABILITIES) 


more than one year before they becone due and payable. The 


Deferred credits are ultinately converted into incone,. 


Examples 


rent, interest, 


A distinction sHould be made between deferred 
s§ deposits which are refundable in cash only. 


Lone-tern debt pnd funded debt are fixed liabilities th et run for a period of 
itens usually found in 


this group reoresent debts incurred to construct or acquire vroverties, 


these are mown a 
or obligations, 


as mortgages payable, bonds payable, long-term notes payable, 
It should. be kept in nind thet nert of such fixed liabilities 


become current liabilities when their maturity date falls within a year fron 


the date of the balance sheet and should be so cla 
provision for their payment has been meade. 


AND SURPLUS) 


The net worth section of the balance sheet is used to prese 
The items found in this section will depend lergely 


equity in the enterprise. 
upon the type of business orgenizetion under consideration, 


ssified unless speical 


nt the owner's 


such as a sole 


proprietorshin, pertnership, or corporetion. 


Regardless of the form of organ— 


ization, one point should be emphasized: 
grouped together on the balance sheet. 


&11 the net worth accounts are 
In corporate accounting the accumulated 


undistributed balance of profit or loss of each accounting period are 


reflected in an occount called "Surplus," 
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In the case of a sole proprietorship, two types. of net worth accounts are 
usually found on the books: (1) The proprietor's Capital account, and (2) 

a Personal account or Drawing account. The Capital account is datnieiued for 
the purpose of showing the owner's investment in the business at the beginning 
of the accounting period. The Personal account, on the other hand, is estab— 
lished to reflect profits or losses, withdrawals, or additional fnewsioon’ of 
capital for the period, At the close of the fiscal period, the Personal account 
may show a debit balance ‘or a credit balance depending upon whether or not 
profits were overdrawn. If this balance is regarded as en increase or decrease in 
the investnent at the beginning of the period, it should be closed into the 
Capital eccount. In any event, the two accounts should be read together for 
balance sheet purposes and set up in-the net worth section somewhat as follows: 


I. C. Wren, Capital (beginning of period) $25,000 
Net Income for the Period ‘ $6,000 


Less: Withdrawals — te 2,400 - 3,600 $28,600 


The reeson for showing the net worth data in this manner is to, itemize in. 
detail the net changes in capital since the beginning of the fiscal period. 


11. BALANCE SHEET APEC SENS 
A study nS Ot ty balance shects wil disclose. a lcalk of ) Aaa in regard 
to the arrangement of the balance sheet Biedies tnd: However, the reader 
should adopt a single form as a basis for problem work. The one shown on pages 
6 and 7 is suggested as precticable for general purposes. “This statement has 
been prepared in renort form from the work sheet illustrated in Text No. 8. 


A point that deserves special consideration is the nunber of ee teunh aaee: 
Ordinarily three are sufficient end the student will do well to linit the state— 
tient to that number. If azore than three.columns are used, the-forn becomes 
complex end is more difficult to prevere. . 


to 


Jim Mann 
BALANCE SHEET 
As of June 30, 1944 
ASSETS 
Current Assets? pene ma a a 
Chobe. | $3,000. . 
Votes Receivable | SB DUO oo alpne 
Accounts Receivable 8,000 
aS oe . $10, 500 
Less: Reserve for Uneollectible Accounts 105 10,395 . 
Accrued Interest Receivable. Pag y : +a aN, 
Merchandise Inventory | hs ty % 2,400. $15,805 


i ee 
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Jim Mann 


Balance Sheet (Cont,) 


ASSETS (Contd.) 


Deferred Charges: 
Prepaid Insurance S$» 130 


Plant & Baquipment: 


Furniture and Fixtures $1,000 | 
Less: Reserve for Depreciation : 60 §$ 940 
Building $8,000 
Less: Reserve for Depreciation 180 7,820 8,760 
$24,675 
LIABILITIES 
Current Liabilities: 
Accounts Payable | $ 5,040 
Accrued Taxes Payable 80 
Accrued Interest Payable ; 3G “SoS 7160 
Deferred Credits: i, Ee 
Unearned Rent Income 100 
Long-Term Debt: ; 
Mortgage Payable 6 ,000 
: ; NET WORTH 
Jim Mann, Capital at June 1, 1944 $12,970 
Net Income for the Period June 1 to June 30, 1944 $ 775 
Less: Withdrawals 320 455 $13 425 
. $24 675 


(Sée page 8 for illustration of this balance sheet in account form.) 


Whether current items should appear first, taking precedence over the fixed 
items, is a matter of opinion, Some believe that the purpose for which the 
balance sheet is prenared should govern. Accordingly, a balance sheet pre- 
pared for'credit vurposes would begin with current items since bankers and 
other short-term creditors are interested primarily in the excess of current 
assets over current liabilities. On the other hand, a balance sheet prepared 
for investors would present the fixed items first since long-term creditors 
usually are interested in the relative amounts of fixed assets and fixed lia- 
bilities. The relative amounts of current items and fixed items are also a 
factor to be considered in deciding unon the arrengement: of the balance sheet. 


Another disputed point is whether deferred charges should be placed before 


or after the fixed asset and current asset groups, Some contend that inas- 
much as certain deferred charges have no cash realizable value, t hey 
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. Jim Mann 
Balance Sheet June 30, 1944 


eee re ene 


ASSETS — ae | LIABILITIES AND CAPITAL 
Fiant & Equipment. : Long-Term Debt: 
Furniture and Fixtures. $1,000 | 
Reserve for Depreciation ___ 60 § 940 Mortgage Payable . & 6.000 
Build: ng 9%, 000 . a 
Reserve for Depreciation ___160 _7,&20 Current Liabilities: = 
Total Fixed Assets ~ &,760  —~ Aecounts Pavable— | #75 Gace 
Aecrued Taxes Payable F BG 
Current_Assets: Accrued interest Payable 30 
Cash 2 O00 Total Current Liabilities yo sae 5.150 
Notes Receivable 2,500 : 
Accounts Receivable 8,000 Deferred Gredits:’ 
Total - 910,500 = ee a ; 
Reserve for Uncollect- ‘Unéarned Rent ineome j % «€. 10 
ible Accounts 105 10,395 — oe 
Accrued interest Rece‘vable 10 | 
Merchandise Inventory 23400 = a 
Total Current Assets 15,805 Total. Liabilities a + ~ $11,250 
Deferred Charges: ; Net’ Worth: 
; Jim Mann, Capital June 1 12,970 
Prepaid Insurance 110 New Income for Month »775 
Less: Withdrawals > 0% & £558 13.425 
Total Assets 224,675 Total Liabilities and Capital $24,675 


(Illustration of balance sheet in account form) 
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should be the farthest removed: from cash, others hold that many of these items 
are used in place of cash to meet future expenses and, therefore, deferred 
charges should follow the current asset. group. With regard to deferred cred- 
dits, some hold that these. involve a certain reduction of current assets end 
should follow the current liability group; others hold that deferred ercdits are 
more closely related to capital and, therefore, should precede the net 

worth section. 


In view of varied opinions, the most that can be said definitely is thot what- 
ever order is adopted for the assets should be consistently followed with 
respect to the liabilities. If fixed assets are placed first, fixed liabili- 
ties should be pleced first; if deferred cherges are placed second, deferred 
credits should be nlaccd sscond, and so.on. 


Regardless of the group arrangement, balance sheets are prepered in either of 
‘two, forms: the account form and the report form. The report form is easy to 
prenare when a typewriter is used, The account forn is found in many published 
renorts, assets. being placed on the left side of the page, and. liabilities 

and canital on the right side. The account form of balance sheet showing 

fixed items first—an arrangement not infrequently used—is illustrated 

on page 8. / 


12. BALANCH SHEET ANALYSIS 


The primary reason for Classifying assets and liabilities in the balance sheet 
is to enable those interested in the financial condition of an enterprise to 
internret easily the information, In studying a balance sheet it is neces— 
sary to consider not only individual items but also erouns of related itens. 
These groups bear a relationship to one another which tends to reflect certain 
important financial conditions. A balance sheet should 1 be prepsered in suffi- 
cient detail to permit ready analysis. 


The analysis of a balance sheet involves application of ratios concerning the 
various grouns of accounts. Without attempting to exhaust the vroblen of - 
balance sheet analysis, it may be worthwhile to mention a few of the nore 
important ratios which receive attention from persons interested in the finan- 
Cial affairs of a business, 


Current Assets and Current Liabilities 
ee a ee ew or A MLOUL LE EAS 


The net working capital of a business is the excess of current assets over 
current liabilities, Jim Mann's working capital is $10,655 ($15,805 minus 
$5,150). If working capital is too small, short-term borrowing may be nec- 
essary. An excessive working capital, however, may indicate idle funds 
tied up in inventory or receivables. co ee 


The working canital ratio is more important from the creditors! view- 
point. This ratio of current assets to current liabilitics is also kmown 


PREPARATION: OF FINANCIAL STATEMENTS 


Text No. 9 


as the "current! ratio, It indicates the margin of safety for current cred- 
ditors and the prorptness which they nay anticipate in the settlement of thoir 
clains. From the balance sheet of Jim Mann note that the ratio of current 
assets ($15,805) to current liabilities ($5,150), or the working capital ratio 
is 3 tol. For a snall trading concern this would be considered sxtisfsctory, 


A ratio as low as 2 to 1 usually indicates ability to meet the clains of 
creditors of short-term obligations as they mature, providing the cash position 
is also satisfactory. 


ee Sg 


Plant & Equinment and Long-Term Debt 
bs £ 


This relotionship is important because if the ratio is better than 2 to 1 a’ 
‘reserve financial strength is evident, Reduction in the values of plant and 
equipnent may occur without endangering the interest of lons—tern creditors 

or, if necessary, funds could be raised through bonds or nortzace notes, The 
balance sheet of Jim Mann shows fixed assets $8,760 to mortraze payable $6,000, 
a ratio of less than 1.5 to l. Curtailment of at least a part of the nortgace 
indebtedness would seem desirable. ‘ 


Net Worth and Total Liabilities . 
This ratio is of importance because it shows the proprietor's canital risk 
as compared with that beadg Peas A low ratio of capital to liabilitie’s 
may be either an advantage or a disadvantage, depending unon conditions. Ifa 
business is prosnerous it may mean that the owner is reapine a large return on 
his investment. On the other hand, if the business is in adverse circun— , 
stances, it may indicate that insolvency is imminent or that no return is . 
béing realized on invested capital, During a period of business depré ssion a 
concern with a low percentage of invested capital to liabilities may not sur- 
vive owing to the necessity of neeting current maturine obligations. In the 
case of a sole proprietor, banks usually require that the invested capital be 
‘greater than the borrowed capital. The net worth of Jim Mann, $13, 420, oe 
times his total liabilities, $11,250. 
Other ratios between balance sheet items may be developed, but those given 
above are most common. The nercentace of each item (and each group oF itens) 
to total assets, or to total liabilities and capital, frequently is given. 
For comparison, both onening and closins balance sheet values may be presented 
on one statement. The ratios that may be computed from balance sheets. and. the 
profit and loss statements are too numerous for discussion. The analysis 
illustrated emphasizes the importance of properly grouping the various data 
found on a balance sheet. 


A comparison of the balance sheets at the close of two successive periods 
will disclose the net increase or decrense in canital during on accounting 
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period, Such a comparison, however, fails to reveal the factors responsible 
for this increase or decrease, It may be said, therefore, that the purpose 
of the profit and loss statement is to present in detail the results for the 
period as shown in the net worth section of the closing balance sheet, In 
this regard the profit and loss statement may be considered a schedule which 
emphasizes a definite item on the balance sheet; namely, "Net Income (or Net 
‘Loss) for the period," 


As previously stated, the preparation of a profit and loss statement involves 
a rearrangement of the nominal accounts anpearing on the wrk sheet, Not 
only should the individual items of income and expense be shown but, as in 
the case of the balance sheet, these items must be properly classified and 
grouped so that anyone who reads the statement may get a clear and intel- 
ligible understanding of what has taken place as the result of operations 
erane the accounting period, 


14, pee Ary OF NOMINAL ACCOUNT 


The peoris and loss statement may be divided into two broad divisims: 
“A1): totae' section, and (2) the Non-Operating section, 


The speeatane section of a profit and loss statement—-although it bears no 
separate and distinct cantion--bmbraces all the elements of income and ex- 
pense pertaining to the regular onerations or vrincipal functions of the 
business, Accordingly, the overating section of the profit and loss state-— 
ment. for a mercantile business would contain all the nominal accounts con- 
nected with the purchase and resale of merchandise; for a brokerage concern, 
income from commissions and expenses connected therewith; for a bank, interest 
earned together with the exvenses incident to earning this class of income; 
for RHA electric cooperatives, revenue from electric energy sales and related 
operating expenses, 


The non-operating section of the vrofit and loss statement contains only 

those elements of income and expense which sre not connected with the prin-— 
Cipal activity of the business, Under this heading would come unusual gains 
and losses and those items of income and exnense that are merely incidental 

to the major function of the business, Examples drawn from a trading business 
would include: Loss or gain on sale of temporary investments, interest on 
bonds owned, dividends on stocks owned, interest on accounts and notes, rental 
income, and so on, For a trading concern, financial income or expvense is mere- 
ly incidental while other extraordinary items usually are non-recurring. In 
the case of REa cooperatives, non-operating revenues include interest from 
notes receivable and revenue from sales of materials held for resale, WNon- 
operating revenue deductions would be interest on notes payable and long-term 
debt and cost of sales of materials held for resale, 


ae; 


PREPARATION OF FINANCIAL STATEMENTS 


Text No. 9 


15. SUBDIVISIONS OF THE OPERATING SECTION 


The order and grouping of. income and expense data as ordinarily found in the 
operating section of the profit and loss statement prepared for a trading 
concern is as follows: 


Net Sales XXX 


Cost of Goods Sold | Xxx 
‘Gross Profit on Sales XXX 
Operating Expenses rp 0) 
Net. Operating Profit XXX 


The principal purpose of this arrangement is to portray the most important 
facts concerning the business operations for the period under review, 


It will be noted that the main source of income is indicated firet... 12 the. 
case of a trading concern this would be the amount received from sales, The 
gross sales figure is reduced by deducting the related accounts, such as. 
Sales Returns ‘and Allowances, The resulting figure is Net Sales, 


The next item to be considered is the Cost of Goods Sold. This figure makes 
it possible to compare the purchase prices of merchandise with the price for 
which it is sold, It also makes possible the canputation of an important 
ratio known as "inventory turnover"-—-the cost of goods sold divided by the 
average inventories for the period, This ratio discloses the extent to 
which inventories are being converted into receivables or cash, If. rela- 
tively high, it may indicate good management; if too low, it may point to 
overstocking or inadequate sales, The cost of goods sold .may be shown in 
the profit and loss statement as a separate item supvorted by a schedule, or 
the full computation may be set forth in the body of the statement as 
follows: : 


Sales XXX 
Less: Returns and Allowances : Lee . 
Net Sales ef ast aes 
Cost of Goods Sold: Ye * 
Ovening Inventory ’ geache 
Plus: Merchandise Purchases XXX 1 
Less: Returns & Allowances _xx xxx 
Plus: Freight & Cartage Inward coy 
Goods available for Sale - Doe4 
Less: Closing Inventory eck!) 2 Boe 
Gross Profit on Sales XXX, 


In this illustration the final result’ is gross profit on sales which forms 
the basis for an important percentage: gross profit divided by net sales, 
This ratio is Significant because it shows whether or not the margin of 
profit on sales is adequate, 
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After gross profit on sales has been determined, the operating expenses are 
deducted therefrom to arrive at net profit on onerations. If desirable, the 
classification "Operating Expenses! may be further subdivided according to_ 
the functional activities of the business, such as? a 


Gross Profit on Sales Oe 33 


Operating Expesnes: 

Buying Expefses - ore 

Selling Exnenses b 

Delivery Hxpenses ie ke 

General Adninistrative Expenses ae 0,0 oh « 
Net Operating Profit (or loss) XXX 


It should be understood that the detziled classification of operating 
expenses will vary with different forms of business enterprise and that the 
foregoing is intended to give only a ceneral idea 6f expense classification. 
16. SUBDIVISION OF THE NON-OPSRATING SECTION 


The non—-operating section of the nrofit and loss statenent follows the 
operating profit subtotal and usually is arranzed as follows: 


Net Profit On Operations | ee 


Non-Onerating Itens! 

Incone $ 

Discounts on Purchases =a ss 

Interest Earned, etc. XK oe 
Expense: se et 

Discounts on Sales ; XxX 

Interest Paid, etc. ax bw le 2» 

vee 


An alternative arrangement frequently found is given below: 


Net Operating Profit XXX 
Other Incone 

Discounts on Purchases rod 

Interest Income Ex 

Dividend Incone x 

Rent of Office Space xX xX 
Gross Income ar fas XXX 
Deductions from Incone:; 

Discounts on Sales xx 

Interest Expense 1 

Repairs to Rental Property a was 
Net Income for the Period ren XxX 
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When the net effect of the non-operating items is subtracted from the. net 
operating profit, the result is designated as Net Income or, Net Loss for 

the period., The net results should agree with the corresponding item on the 
closing balance sheet. 


The REA profit and loss statement, termed the "Statenent of Financial Perfor-— 
mance" has two major sections—the Statement of Income and the Detailed State-— 
ment of Expenses. In the first section total operating expenses are deducted 
from gross operating revenue, net non-operating revenue is added, and interest 
charges are deducted to arrive at net income. The second section lists in 
detail all operating expenses. 


17. REPORT FORM OF PROFIT AND LOSS STATEMENT 


The profit and loss statement, like the balance sheet, may be prepered 
either in the account or report form, Most accountants prefer to use the 
report form as it is easier to prepare when using the typewriter and is gen— 
erally less difficult to understand. The discussion in this text, therefore, 
will be confined to the report forn. 


The following report form of profit and loss statement has been prenared 

from the work sheet in Text No. 8 and illustrates in a Simole way the annlica- 
tion of the principles outlined in the preceding sectionse Notice that the 
operating section, leading to the anount of net overating profit, is not so 
titled. Sone accountants divide this into two sections, the "trading!" section 
showing gross profit on sales, and the "onerating expense! section. 


Jin Mann 
Profit and Loss Statement 
For the Month of June, 1944 


Sales $ 9,200 
Less: Returns and Allowances 150 
Net Sales $9,050 
Cost of Goods Sold: 
Opening Merchandise Inventory 3,000 
Purchases 7 000 
Freight and Cartage In 60 
Goods available for Sale $10,060 
Less: Closing Inventory 2,400 7,660 
Gross Profit on Sales $1. ,390 
Operating Expenses: 
Wazes $:--2 000 
General Expenses 150 
Insurance ea 
Devreciation 40 
Uncollectible Accounts 65 
Taxes 80 645 
Net Operating Profit $ 745 
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Text No. 9 
Jim Mann 
Profit and Loss Statement (Cont.) 

Net Operating Profit (brought forward) | Sethe 
Non-Operating Income: 

Rent Income SP Se) 

Interest Income ‘ 10 $ 60 
Non-Operating Expenses: 

Interest Expense 30 30 
Net Income for the Period Mn bf 


Analyzing the above statement we find that the inventory turnover ratio is 
2,.84--cost of goods sold ($7,660) divided by average inventory ($2,700). 
This means that the average amount of goods carried in stock was sold 2.84 
.times during the month, or every 10.5 days, 


Using net sales as a pase, ‘the following percentages may be developed: 


Net Sales : 1.00.00 
Cost of Goods Sold 84,64 
Gross Profit "15,36 
Operating Expense hig bd 
Net Profit 8.23. 


Sufficiency of the gross margin of 15% devends upon the type of business, The 
principal value of percentage analysis lies in comparison with like figures 
for past periods to determine trends in costs, expenses, and sales, 


Another profit and loss statement, showing an alternative method of handling 
inventories and a detailed classification of pnerpiine expenses, is pre- 
sented below: 


Pat O'Brien 
Profit and Loss Statement 
For the Year’ 1944 


Sales: oS oe 7 i $79 450.85 


. Less: “Returns wine Allowances - : 375 40 
Net Sales : Sah 8 hes $79 075.43 
Cost of Goods Sold: , : aia 

Purchases = ,. oie. . yortec Lae LE % $51 ,625.60°.- 

Freight and “epee Yn Pi SCP en 1,250 ,95 

Merchandise Inventory January 1 $10,805.10 

Merchandise Inventory December 31 10 ,369 .35 435 .75 53 312.30 
Gross Profit on Sales $25 ,763.13 
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Pat Pat O'Brien 


- Profit and 1.48 8) Sta teee Statement (Cont.) 


Gross Profit on Sales (brought forward) _ , $25 763,13 
Operating Expenses: Aa Li hang - 
Selling Expense: 


Salesmen's Gommissions zest $6,450.00 
Advertising 1 a8S: 7S 
Depreciation on Display Fixtures 200 ,00 Sh 
Miscellaneous Selling Expense 550.40 $8,486.15 
Transportation Expense: he ieee Peary 
Wages of Delivery Farce ‘SP er SREB SawOO es 
Depreciation on Trucks % StS OOROG 
Miscellaneous Delivery Expense 345 ,88 2,580,88 
General Administrative Expense: yee 
Office Salaries $3:,945 ,00 
Office Expense 290 .37 
Depreciation on Office Equi pment 38 .50 
Rent 2,400.00 
Insurance E250 
Taxes . (e'149 325 
Uncollectible Accounts te OIOn Toe! WTB BE 37 18,758, 40 
Net Operating Profit $7,009.73. 
Non-Operating Income: fae 
Discounts on’Purchases — . » $i 650V45% 
Interest Income | 95,60 $ °° 746.05 : 
Non-Operating, Bxpense: | 
Discounts on Sales it > BOOLIO 
Interest. Bxpense 7 ABLE OI air hy. ae me 
Loss on Marketable Securities 60235 406 .75 *.339.,30 


S$ 7,349.03 


Bear in mind that a profit and loss statement is prepared for a period of 
time--shown in the heading--as distinguished from the balance sheet which is 
prepared as of a given date, ‘ 


AS in the case of the balance sheet, three columns usually: are sufficient for 
the profit and loss statement, Needless to say, the form can be prepared with 
greater ease when limited to only three columns, Income statements frequent ly 
are published in condensed form and the detailed amounts entering into the 
computation of cost of sales, selling expenses, etc, , are shown | on” pennies ine 
schedules, . ona ele sn hig ae oft, 


ot ee 


